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Controlling prices and wages involves the Govern-
ment heavily in determining the relations between
wages and profits in general and in particular in-
dustries and sectors and in many other aspects of
the distribution of income. This Government in-
volvement raises the question of the fairness of the
outcome. The meaning of the question itself is
difficult because, of course, people will differ about
what a fair outcome would be.1
The American economy is presently experiencing
a strong upswing from the 1989-70 recession. Con-
current with the economic recovery, gains in wages
and salaries and in corporate profits have accelerated.
From the third quarter of 1970 to the third quarter of
1972, corporate after-tax profits in the nonfinancial
sector have risen at a 14.2 percent annual rate and
compensation of employees iìt a 7.3 percent rate.
Since prices and wage rates have been subject to
control under the Ne\v Economic Program begun in
August 1971, some observers have viewed the more
rapid rise in corporate profits as reflecting a bias of
the control program. Concern has been expressed that
distribution of the share of income originating in the
corporate sector has been biased against wages and
salaries in favor of corporate profits.
The phase of the business cycle is especially rele-
vant when making comparisons between growth rates
of profits and wages. It is incorrect to base conjectures
about “bias” either in favor of profits or wages on
their relative movements during only one phase of
an economic expansion. Corporate after-tax profits, as
shown in Chart I, have exhibited large cyclical varia-
tion, failing sharply during economic contractions and
rising rapidly during recoveries. \\Tages and salaries.
on the other hand, have declined relatively little (lur-
ing econofuie contractions in the past 20 years and
have risen steadily, but more slowly than profits, in
the recovery period.
The ratio of corporate after-tax profits to compensa-
tion of employees in the nonfinancial corporate sector
1
Council of Economic Advisers, The Econonf,~ at ,%Ijd—1972
(August 1972), p. 46.
is used to compare the relative movements of profits
and wages in the present recovery with past cyclical
movements. An increase in this ratio indicates that
the profits share of corporate income is rising relative
to the wages share.
As shown in Chart II, the ratio of profits to wages
has exhibited large cyclical variation. In general, the
ratio has risen steadily following a trough in economic
activity, has peaked about midway through the expan-
sion and then has begun to decline. This decline has
continued in the peak-to-trough period of the busi-
ness cycle and then has reversed in the following
recovery period. Over the early stage of a business
cycle expansion the share of corporate income going
to profits has risen, but during the later phase of an
economic expansion the wages share has risen relative
to the profits share.
4~~ytownt ot ~ EMmand
The goal of a business firm is to maximize the
wealth of owners.2 Therefore, the firm must consider
not only current profits, hut also expected future prof-
its. Actions taken by the firm in the current period
to alter its level of employment and size of capital
stock can be expected to affect its operations in future
periods. The cyclical movement of the ratio of profits
to wages reflects the process by which firms adjust to
changes in product demand.
At any point in time, business firms have a stock of
capital that is the result of past investment decisions,
This inherited capital stock can be considered a fixed
factor when analyzing the short-run response of busi-
ness firms to deviations in demand from expected
levels.3 Although the stock of capital is fixed in the
2For an additional discussion of points raised in this section,
see Armen A. Alchian and William B. Allen, Unice-rsitsj
Economics, 3rd ed. (Belmont, California: Wadsworth Pub-
lishing Co., 1972), especially Chapters 15, 16, 17 and 18.
:fThe degree of variability associated with a factor is most
usefully considered in terms of the costs involved in altering
the inputs of that factor. “When a proprietor says that he can
quickly buy more steel sheet, hut requires 7 months to obtain
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short run, within limits, firms can vary the utilization
rate of the inherited capitalstock.
Firms base their capital expansion plans on expec-
tations of future demand for output, inflation, and
future labor costs relative to capital costs. Given these
expectations, as well as other factors, firms attempt to
a new stamping machine, he is not being precise. At a suf-
ficiently high price, one can buy a stamping machine from
another company and have it installed in 24 hours; at a very
high cost one can have a new machine built in a month by
working around the clock. When we say that in the short run
some inputs are freely variable, we mean that their quantity
can be varied without affecting their price (for given quality).
When we say that other inputs are not freely variable we
mean that their quantities can be varied within the given
time unit — be it a week, a month, or a year — only at a con-
siderable change in their price: if we try to sell the specialized
machine, it has little value in other uses; if we try to buy
more, price rises sharply for early delivery.” See George J.
Stigler, The Theory of Price, 3rd ed. (New York: MacMillan
Co., 1966), pp. 134-135.
FEBRUARY 1973
adjust their capital stock to produce an expected level
of output at minimum cost. If output demand deviates
from what firms had expected, firms will find the scale
of plant they have constructed is larger or smaller
than what they \vould have built had they accurately
forecast output demand,
For example, consider the ease of a fall in demand
for goods and services. Suppose firms had built up a
capital stock during the previous expansion based on
expectations of continued increases in demand. The
scale of plant firms have constructed will be larger
than what they would have built if they had correctly
anticipated the slowing in output demand. Conse-
quently, per unit costs of producing the actual output
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In the early stages of an economic recovery, the
per unit cost of output falls as demand increases such
that firms operate their inherited capital stock at low-
est minimum average cost, If, as the expansion pro-
ceeds, demand expands more rapidly than finns can
economically expand their capital stock, then per
unit costs begin to rise.
Lahoi. o,ci.’ Qe~i.i.j’J-i,t’s’d F~a:nn’ .... The number of
workers employed by a firm is usually considered to
be more variable in the short run than the stock of
capital. However, a strong ease has been made that,
in the short run, a firm’s labor force should not be
considered a completely variable factor, but as a quasi-
fixed factor. A quasi-fixed factor has been defined as
one where total employment cost is partially variable
and partially fixed.
From a firm’s viewpoint labor is surely a quasi-
fixed factor. The largest part of total labor costs is
the variable-wages bill representing payments for a
flow of productive services. In addition the firm or-
dinarily incurs certain fixed employment costs in
hiring a specific stock of workers. These fixed em-
ployment costs constitute an investment by the firm
in its labor force. As such, they introduce an element
of capital in the use of labor, Decisions regarding the
labor input cart no longer be based solely on the
current relation between wages and marginal value
products but must also take cognizance of the future
course of these quantities.4
Treating labor as a quasi-fixed factor has very im-
portant implications for the short-run response of firms
to unexpected changes in demand for output. The
greater the costs of hiring and training workers, the
less variable the resource becomes. Therefore, firms
react to changes in output demand by varying the
rate of utilization of labor as well as changing the
level of employment.
Faced with a deviation of output demand from
expected levels, firms do not know whether the
change is only’ a very short-mn phenomenon, or a
permanent change in demand. Suppose that firms
did react to every short-run increase or decrease in
product demand by changing the level of employment.
If the change in product demand turned out to be
only a temporary phenomenon, then firms would
again have to alter their employment as product de-
mand returned to its previous level. The period of
4Walter Y. Oi, “Labor as a Quasi-Fixed Factor,” Journal of
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employment would be shortened, and hence the pe-
riod over which fixed employment costs could be
amortized would be shortened.~
Therefore, finns tend to hoard workers in the initial
phases of a downturn in demand, making most of
the adjustment to labor inputs in the form of a de-
creased utilization rate of their labor force. As the
decrease in demand is maintained, firms eventually
find it less costly to alter the size of their labor force,
and employment begins to fall more rapidly. During
upswings in demand, firms find it less costly to increase
the utilization rate of their existing labor force, rather
than incur large fixed costs involved in hiring and
training new workers. When the added costs of in-
creased utilization of labor exceed the costs associated
5”The periodic rent, representing the amortization tlf these
fixed employment costs, drives a wedge between the mar-
ginal value product and the wage rate.” See Oi, Labor as
a Quasi-Fixed Factor,” p. 542.
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with altering labor inputs by adding more workers,
employment begins to rise.6
nizing that in the short run firms may vary the utiliza-
tion rate of capital and that the number of workers
employed by a firm is a quasi-fixed factor, rather than
a completely variable factor, one can construct an
explanation for the observed inverse relationship be-
tween measures of labor productivity and the wages
share of corporate income over the business cycle. As
shoxvn in Chart III, an acceleration in output per
person is associated with a decrease in the labor share
relative to the profits share (a rise in the profits/wages
6
”Less costly” refers to the present value of costs, not neces-
sarily to current costs’. The discounted cost of hiring an addi-
tional wUrker is the sum of the present value of expected
wage payments and hiring-training costs, Profit maximization
results when the discounted costs of a worker just equal the
discounted revenue generated by the worker,
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ratio). A deceleration in output per person is associ-
ated with a rise in the labor share.
When output demand deviates from what firms had
expected, firms adjust their inputs of capital and labor.
Adjustments are based on the relative costs of avail-
able alternatives. In the short run, the costs to finns
of adjusting their stock of capital is very large, hence
finns adjust the utilization rate of the existing capi-
tal stock.7 Because o-f the quasi-fixed nature of the
firm’s labor force, most of the adjustment in labor
inputs initially occurs in the utilization rate of the
labor force rather than the level of employment.
When the demand for output falls short of what
firms expected, the number of svorkers is reduced less
than proportionately to the decrease in output. The
interrelated effects of a reduction in capital utilization
and labor force utilization result in a sharp drop in
output per person. When demand for output exceeds
expected levels, firms increase the utilization rate of
capital. Because of the costs of hiring and training
new workers, firms tend to increase the utilization rate
of their existing labor force. Consequently, output per
person rises rapidly.
As the economic expansion continues, firms increase
their level of employment. In many eases, the added
workers will make less of a contribution to output
than members of the firm’s existing labor force, New
workers must be trained to perform the tasks specific
to the finn. During the initial training period, the new
workers’ marginal product is very low as trained work-
ers must devote part of their time to instructing the
new workers. Consequently, the growth in output per
person slows markedly.
These cyclical fluctuations in output per person do
not imply that workers suddenly become much less
“productive” in cyclical downturns or much more
“productive” in upturns. The cyclical pattern of out-
put per person is endogenously determined in the
process by which firms adjust to deviations in output
demand from expected levels,
(::c,,~.Licf>~iL :t;Lji:(ILuJ~rcit :iYaetors I:;y:i~iierritiiti:
the ~
The movements of factors influencing the cyclical
behavior of the profits/wages ratio since the third
quarter of 1953 are presented in Table I. There are
two major sets of factors in these tables. The first set
represents cost factors such as wage rates (compensa-
tion per manhour), unit labor costs, output per person,
7
Stigler, The Theory of Price, pp. 141-144.
and costs of material inputs (wholesale prices of in-
clustrial commodities). ‘I’he second set of factors
represents adjustment factors by fim’ms. These include
employment, manhours (employment times average
weekly hours), capacity utilization, prices of output
of finished goods in manufacturing, and output.
The top tier of Table I illustrates the movements
of these factors in the initial stages of an expansion
in aggregate demand, covering the period from trough
to four quarters later. The middle tier divides the
trough-to-peak period of each cycle in half in order
to show the differences in the movements of these
factors after an economic expansion has become fully
developed. The bottom tier illustrates the movement
of these factors from the peak in economic activity
to the trough. This comparison shows adjustments of
these factors to a marked slos-vdown in demand from
its previous expansion path. These tables are intended
to illustrate the general relative movements of these
factors, not to represent precise numerical relation-
ships between the factors.
A rising profit share does not correspond to a more
rapid increase of output prices relative to wage rates.
Periods when the profit share rises rapidly are periods
of very moderate increases in output prices in the
manufacturing sector. As output prices accelerate, the
profits share actually begins to fall. Movements in the
profits/wages ratio appear to he most closely related
to changes in output per person, which reflect the
adjustment of firms to cyclical variations in output
demand.
As shown in Table I, in the initial stages of an
expansion in demand in the manufacturing sector,
prices of manufactured goods increase moderately.
However, capacity’ utilization rises rapidly and, al-
though employment also rises, mnanhours rise more
rapidly representing increased utilization of the em-
ployed labor force. Consequently, output per person
rises very rapidly and unit labor costs decline. Profits
expand sharply while compensation of employees rises
moderately.
As shown in the second tier of Table I. after the
expansion has fully developed, output prices rise more
rapidly, hut so do wage rates. The rapid increase in
capacity utlization halts, and the expansion in labor
inputs now appears mostly as increased employment.
The growth of output per person slows markedly to
about a 1.5 percent rate, and unit labor costs rise. The
growth of profits halts while wages continue to expand.
When demand falls, as shown in the third tier of
































‘Employee compensation divided by manhours.
‘Compensation divided by output. t
Output divided by employment.
‘Employment multiplied by average hours worked. 5
Federal Reserve Board index of capacity utilization.
°Consomerprice index of commodities less food. t
dorporate profits after tax liability for nonfinancial corporations’.
5
Compensation of employees in nonfinancial corporations.
NOTE: Profits and compensation of employees dots, pertain tononfinancial corporations, All other data pertain to total manufacturing.
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AnAlternative Measure of the Profits Shareof Corporate Income
The introduction of tax laws permitting more liberal Variation in after tax profits a e much greater than
asset depreciation in recent years has led some ob van’ turns in depreciation ov r the cycle. For example,
servers to question the comparability of profits in from th midpoint in an exp nsion to the trough of
previous periods with profit in more recent penods. the business ey Ic after-tax profits fall while reported
The basi for such a view is that, if firms are depreet- depreciation continues to nse. In th two previous eom
ating capital at a faster rate than in previous busmess parable busin s cycle periods the rate of decline of
cycles then the fall in the profits/wages iatio would the profits~wagesiatio was approximatelY twice as
be somewhat greater and the rise somewhat less than great as the cash flow/wage ratio and this relation
previously One way to set an upper bound on the ship has continued in the mo t recent period
~0 sibi bias introduced into recent movements of the On balance, use of the after-tax profits wages ratio
profits/wages ratio by accelerated depreciation is to does not appear to bia significantly the analysis of
use the cash flow/wages ratio In thi ratio depreema relative movements of profit and wage In the last
tion, estimated by repo ted capital consumption ~ few years, any downward bias introduced into re-
lowances, is added to after tax profits. ported after-tax profit by accele ated dep eelation has
The cash flow/wages ratio is pre ented in chart IV been largely, if not completely offs t by the effect of
along with the profit /wag s ratio for comparison put- inflation on the replacement cost of capital technologi
po e Relative to previous peakto-trough periods the cal obsole cenee, and obsolescence due to more restnc-
most recent d dine in the cash flow/wages ratio is less t s’e law such as pollution control and saf ty. Tax
pronounced than the de line m the profit wages ratio law require that reported deprec atiou be based on
The general pattern of mo%ement of the two ratios is ongmal cost In a period of aceeleratmg inflation re
essentially the same. Theeffect of addmg an estimate of placement co, ts exceed onginal cost. For some capital
depreciation into the ratio is to reduce the magnitude of goods, su h as computers rapid technological change
the cyclicalvariations of theratso.i has made capital, purchased by firms economically
meffleient before it has been fully depreciated.2 In
other industries subject to more restrictive laws on
iCompai-mg the expansion peak in the ash flow/s ages pollution and safety, technically efficient means of
ratio and the expan ion p ak of the profits/wage ratio production have b en rendered economically ineffl-
to their bu mess cycle trough values give the following eient due to the large added costs of modsfying cxi t-
annnal rate of change ing equipment to meet pollut’on or safety standards
Profits/Wages Cash Flow/Wages -
Tv/55 - 1I~~ 151 64°f’ 2For a discussion of econon c efficsency and technical ef ficiency, Se Armen A Aichian and William R. Mien,
11/59- 1/61 18 0 78 University Economics 3rd d. (Belmont Califomia: %‘~rads
tV/eS - tV/to 11.6 57 worth PublishnsgGo, 1972), e pecially Chapt r 20.
their rate of capital. and labor utilization, Conse- of 0.125 in the period 11/1958 11/1960 and 0.147 in the
quenfly, output per person falls, and since wage rates period 111/1954-111/1957.
continue to rise unit labor costs rise. Output prices
From the fourth quarter of 1969 to the busmess
decrease or nse less rapidly than wage rates. Profits
cycle trough in the fourth quarter of 19W, this ratio
fall dramatically while total wages decrease only
1’ htl fell to its lowest level in the preccdmg 20-year span.
ig y. The profits share of corporate income fell markedly
relative to the wages share as the ratio reached 0.070,
compared to previous losvs of about 0.100, a level
reached generally close to the troughs of earlier
As shown in chart H, the behavior of the profits! dosvnturns.
wages ratio in the prolonged economic expansion that
In the first two quarters of 1971, the profits/ivages
began in early 1961 and peaked um the fourth quarter .
- ratio rose from its historically low level at the end of
of 1969 was very similar to previous penods of
1970. However, the rise was quite small compared
expanding economic activity. About midway through
to previous recovery periods. The ratio remained at
the expansion the ratio peaked and the wages share
about the same level m the first two quarters of 1971 began rising relative to the profits share. By the end
as in the second and third quarters of 1970, noticeably
of 1969, the profits/wages ratio had fallen to about
below any level expenenced in the previous 20 years.
the same level as at the start of the recovery in early
1961. From trough to peak, the ratio averaged 0.133. In August 1971 wage and price controls were in-
This compares with previous trough-to-peak averages stituted. In commenting on the “fairness of controls,”
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Ci,, ,ttV
the Council of Economic Advisers (CEA) in August
1972 stated:
If these standards svere precisely and umuversally
followed, the outcome would be somewhere between
preservation of the relative shares of wages and prof-
its as they existed at the beginning of the program
and a moderate increase in the profits share such as
ordinarily occurs iu a business recovery although pos-
sibly of smaller size.~
The profits/wages ratio rose from an average of
0.085 in the two quarters before the freeze to 0.094 in
the third quarter of 1972, a 10.6 percent rise over a
period of five quarters. Therefore, one of the goals of
controls, as stated by the CEA, seems to have been
realized. The profits/wages ratio rose moderately after
the imposition of controls and the percentage rise
seems to be in line with previous recoveries. For
example, the ratio rose 8,8 percent from the average
of the two quarters after the trough in early 1961 to
the fourth quarter of 1962, also a period of five
quarters.
l-Iowever, in the same section on “fairness of con-
trols” the CEA stated:
8
Econosny at Mid-1972, pp. 46-47.
A basic principle of the system of controls is that
it should try to avoid changing the distribution of
income that svould occur in the course of a strong
noninflationary expansion. -
When comparing the recent rise in the profits/wages
ratio with earlier economic recoveries it appears that
the distribution of corporate incomne is still heavily
weighted in favor of wages. The profits/wages ratio
was at an historically low level in the two quarters
prior to controls, and evemi with its recent rise it has
remained below any previous level in the entire pe-
riod from 1952 to the present. Furthermore, it has
remained below the previous trough low points of
about 0.100 since the second quarter of 1969, a period
of 13 quarters. Therefore, the profits share relative to
the wages share remains far below what it has been
in previous expansions.
(/u.th-~ (;- tar /:/r/.~Pra~ /t I/a/ia
The historically low profits/wages ratio prevailing
now is related to the length of the previous expansion.
Given the prolonged expansion, the inherited capital
stock in late 1969 was much larger than in previous
expansions. As the 1961-69 expansion continued, the
Cash Flow Compared to After-Tax Profits
1952 1953 1954 1955 1956 1957 1958
1,t,st dot, ptolt’d: 3rd q,,’i’’ pr’rmi,,,y
1959 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971 1972
io,,cm US. O,po’tm,,’ ,5 Csam,,,,
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experience of significant slowdowns in demand faded
into the background, while total spending and inflation
accelerated giving firms an incentive to expand their
capital stock. As the expansion progressed, wage do-
snands rose rapidly inducing firms to change the factor
mix of output toward more capital and less labor.
Also, liberalized asset depreciation rules and changes
in tax laws concerning investment tax credits during
this period added an incentive for capital expansion.
The 1969 downturn in economic activity left firms
with a large inherited capital stock relative to the
lower than expected demand for output. The result
was a much sharper fall in the profits/wages ratio
than in previous periods.
Given these characteristics of the current business
cycle, one would expect that the current rise in the
profits/wages ratio would be somewhat slower than
in previous recovery periods. Output would have to
expand by a greater amo-unt to result in lowest mini-
mum average cost given the inherited capital stock.
From the third quarter of 1970 to the third quarter
of 1972, output in the manufacturing sector rose at
only a 4.8 percent annual rate.° There was almost
no increase in the reported capacity utilization rate
over this period. There was no increase in employ-
ment in the manufacturing sector. Average weekly
°The third quarter of 1970 is used as the comparison period
instead of the fourth quarter (if 1970, the trough quarter,
because of the larfie effect on output of the labor strike in
the automobile industry in the fourth (iuarter of 1970.
hours rose somewhat, indicating an increase in the
utilization rate of existing labor force. Output prices
rose at about a3percent rate, considerably faster
than in previous expansions. \-Vage rates, however,
also rose very rapidly compared to previous recover-
ies, increasing at about a6percent rate. As output
continues to expand. firms should experience a con-
tinued rise in output per person and an improvement
in profits. This would be the expected consequence
of moving down along the average cost curve associ-
ated with their scale of plant.
In the absence of controls, the profits/wages ratio
would be expected to continue to rise as the recovery
progresses. Increases in wage rates depend upon the
growth of output, but also appear to be largely de-
termined by previous rates of price increases. If the
rate of inflation continues to decelerate, then, given
the way the market has operated in the past to dis-
tribute corporate income between profits and wages,
a rise in the profits/wages ratio well above 0.133, its
average during the previous expansion, should seem
to he indicated given the extremely low level of the
ratio in the first phase of the current recovery. Any
attempt to use economic controls to hold down the
profits/wages ratio below this level would indicate a
bias in favor of the wages share at the expense of the
profits sharc.iO
iOThjs assames that after-tax profits are not significantly biased
by any of the factors discussed in the screened section of
this article.
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